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steel forecasts, studies and analysis
for international clients. WSD seeks
to understand how the “pricing
power” of steel companies the world
over will be impacted by changes in
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This report includes forward-looking statements that are based on
current expectations about future events and are subject to uncertainties
and factors relating to operations and the business environment,
all of which are difficult to predict. Although WSD believes that the
expectations reflected in its forward-looking statements are reasonable,
they can be affected by inaccurate assumptions made or by known
or unknown risks and uncertainties, including, among other things,
changes in prices, shifts in demand, variations in supply, movements
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governments and/or other factors.

Authors

Peter Marcus

managing partner,

World Steel Dynamics
pmarcus@
worldsteeldynamics.com
+1.201.503.0902

Adam Green

director of research,

World Steel Dynamics
agreen@worldsteeldynamics.com
+1.201.503.0916

John Villa

research strategist,

World Steel Dynamics
jvilla@worldsteeldynamics.com
+1.201.503.0911

26 4 Iron & Steel Technology

Fixed Asset Investment Contagion: Deteriorating Global FAI

in 2014

Contagion, which is the spread-
ing of unfavorable financial con-
ditions in one part of the world
to others, is growing like a virus
because of the continuous stream
of negative economic and political
developments. In turn, since new
fixed asset investment (FAI) proj-
ects are often based on confidence
about the future, WSD thinks that
FAI globally this year will probably
decline as a share of global GDP.
Consequently, WSD sees little pos-
sibility for a significant rise in steel
demand in 2014 because FAI is
the primary driver of global steel
demand. WSD now expects that
global steel production in 2014
will be little changed from 2013’s
1.609 billion metric tons. Table 1
highlights the FAI/GDP ratio for
several key countries.

The outlook for global FAI in
2014 has deteriorated. In fact, even
before the recent crisis in Ukraine,
the prospect for a sizable rise in
FAI was low in WSD’s opinion.
Any slippage in FAI, of course, is
a huge negative for steel demand,
since it accounts for about 90%
of Chinese steel demand and
more than 80% elsewhere. The
Fixed Asset Investment Flywheel
may rotate no faster than in 2013
because the start-up of new proj-
ects may lag the pace at which the

backlog of existing products is
worked off:

e In China, while reported
FAI may rise 13-18% this
year, including the value of
land sales and M&A activity,
it is likely that the rise in
gross fixed capital formation
(GFCF) will be far less, assum-
ing: (a) some slowdown in res-
idential construction activity,
which accounts for 25% of the
country’s FAI; and (b) a fair
portion of the recent sharp
rise in renminbi (RMB)-based
loans occurred based on
the refinancing of existing
municipalities’ one-to-three-
year loans.

On the political front,
China’s search for domi-
nance of the South China Sea
region, and the protection of
its ocean-borne trade routes,
could lead to economic dis-
ruption at any time.

e Qutside of China, WSD thinks
that contagion will add to
political and economic uncer-
tainty and reduce the confi-
dence about the future that’s
so essential when new FAI
commitments are made. Here
are four examples:
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Table 1

Key Economic Indicators (billion current US dollars unless otherwise specified)

Monthly indicators
10-year bond yield
Currency
Stock market (YTD)

2013 indicators
GDP
FAI
FAI/GDP %
Budget balance (% of GDP)
Government debt (% of GDP)
Current account balance
Inflation

Monthly indicators
10-year bond yield
Currency
Stock market (YTD)

2013 indicators
GDP
FAI
FAI/GDP %
Budget balance (% of GDP)
Government debt (% of GDP)
Current account balance
Inflation

Monthly indicators

Russia
Aug 2013 Mar 2014

7.70%  8.72%
$33.29  $36.58
-17.9%

$2,118
$538
25.4%
-0.5%
14%
$61
6.8%

Ukraine
Aug 2013 Mar 2014

9.81%
$8.13

10.19%
$9.75
25.6%

$176
$28
16.2%
-4.4%
43%
-$13
-0.3%

China
Aug 2013 Mar 2014

10-year bond yield 3.98% 4.44%
Currency $6.12 $6.14
Stock market (YTD) -2.1%

2013 indicators
GDP $8,939
FAI $4,370
FAI/GDP % 48.9%
Budget balance (% of GDP) —
Government debt (% of GDP) 23%
Current account balance $224
Inflation 3.0%

1Eurozone 10-year bond yield and stock market perfomance based on German figures. Source: Bloomberg, CEIC, IMF and
Economist.
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1. The political/economic/military crisis in Ukraine,
including Russia’s actions to prevent the new
Ukrainian government from controlling the
Crimean Peninsula, where Russia has a major all-
weather Black Sea port and there’s a preponder-
ance of Russian-speaking people. The Ukrainian
government may have a US$35 billion shortage of
funds at the present time.

2. The Arab Spring that has manifested itself in a
wave of revolutionary demonstrations and pro-
tests to overthrow the existing order. Subsequently,
like wildfire, protests have spread through much
of the Arab world, including Egypt and Libya,
where existing governments were ousted. Protests
briefly flared up in Iran. In a number of countries,
economic activity has been severely disrupted and
FAI inhibited. The Arab Spring is still in force, as
evidenced by the three-year civil war in Syria.

3. The lingering impact of 2010’s eurozone sover-
eign debt crisis — a situation still stressful to many
observers, even though the European Central

Bank has now stepped in with what, in effect, are
loan guarantees. Nearly three years later, many
of the EU “peripheral” countries have stretched
finances, insufficient funds and no prospect for
an immediate strong recovery in FAI

4. The weakening of many non-Chinese developing
world currencies in the past six months is impact-
ing these countries’ economic prospects and, at
the same time, is dampening the enthusiasm to
invest in these countries. Policymakers in a num-
ber of the countries have boosted interest rates
in an attempt to protect their currency and com-
bat inflation. Foreign direct investment may be
reduced. On a home-currency basis, U.S. dollar-
denominated debt obligations have risen because
of the weakened currency. Overall, WSD thinks
that much of the non-Chinese developing world
economy is a “basket case” at the present time —
with aggregated steel demand, at best, to rise only
moderately in 2014.

Deciphering Steel’s DNA: How to Better Anticipate the Next Wave of Chaotic Events

WSD’s assumptions and clues:

1. The steel industry — and the global economy —is in
an era of never-ending and unexpected chaos. One
must count on a continuing array of unexpected
events. No event is more threatening today than a
continuing Russian/Ukrainian crisis. Yet, after the
fact — i.e., looking back — there is usually almost
irrefutable logic to explain why the unexpected
event occurred. How might new forces at work and
possible chaotic events be better anticipated?

2. When considering the invisible hand — i.e., price
allocates resource — the observer must take into
account:

e The study of the human equation in the market-

place. How will people react to new marketplace
conditions? As it has been learned over the years,
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it’s not uncommon to have a buyers’ or a sellers’
panic. The marketplace makes the shift from “hot”
to “cold,” or vice versa, almost overnight.

¢ The impact on supply and demand, near and lon-
ger term, as prices change.

® New events and conditions unfold rapidly, and
frequently, because the Information Revolution
— which stimulates the ongoing Technological
Revolution — moves at warp speed. New condi-
tions and changes in steel and other industry
structure that, in the past took 5 to 10 years to
work out, now occur in just a few years.

The early identification of unfolding new events and
relationships is the “galvanized steel lunch pail” for the
astute and proactive decision maker. The capturing of
winning opportunities is no accident. +
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